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James L .  K i c h l i n e  
J u n e  29, 1 9 8 2  

CHART SHOW INTRODUCTION 

D u r i n g  o u r  p r e s e n t a t i o n s  t h i s  a f t e r n o o n  we w i l l  b e  

r e f e r r i n g  t o  t h e  package  o f  c h a r t  m a t e r i a l s  d i s t r  b u t e d  t o  y o u .  

The  f i r s t  c h a r t  i n  t h e  p a c k a g e  d i s p l a y s  t h e  p r i n c i p a l  assump

t i o n s  t h a t  u n d e r l i e  t h e  s t a f f  f o r e c a s t .  F o r  m o n e t a r y  p o l i c y ,  

we have  assumed M1 g r o w t h  o f  5 p e r c e n t  t h i s  y e a r  and  4 1  p e r c e n t  

i n  1983,  w h i c h  i s  p r e s e n t e d  a s  l o n g - r u n  s t r a t e g y  1 i n  t h e  B l u e b o o k .  

T h e  f i s c a l  p o l i c y  a s s u m p t i o n s  i n c l u d e  a b o u t  $40 b i l l i o n  o f  

e x p e n d i t u r e  c u t s  and  t a x  i n c r e a s . e s  f o r  f i s c a l  1983,  e q u a l  t o  

r o u g h l y  t h r e e - f i f t h s  o f  t h e  a c t i o n s  c o n t e m p l a t e d  i n  t h e  f i r s t  

c o n c u r r e n t  b u d g e t  r e s o l u t i o n .  We a l s o  have  assumed t h e  m u l t i y e a r  

p e r s o n a l  t a x  r a t e  r e d u c t i o n s  w i l l  b e  i m p l e m e n t e d  a s  s c h e d u l e d ,  

c o n s i s t e n t  w i t h  t h e  b u d g e t  r e s o l u t i o n .  

The n e x t  page  p r o v i d e s  a d d i t i o n a l  i n f o r m a t i o n  on  

t h e  f e d e r a l  b u d g e t  o u t l o o k .  The t o p  p a n e l  shows t h e  o u t l a y ,  

r e c e i p t s ,  a n d  d e f i c i t  f i g u r e s  i n  t h e  f i r s t  r e s o l u t i o n  a n d  t h e  

s t a f f  f o r e c a s t .  We do n o t  y e t  have  a v a i l a b l e  a d m i n i s t r a t i o n  

e s t i m a t e s  w h i c h  a r e  t o  b e  p r e s e n t e d  t o  t h e  C o n g r e s s  i n  m i d - J u l y .  

F o r  t h e  c u r r e n t  f i s c a l  y e a r  t h e  e s t i m a t e s  a r e  q u i t e  c l o s e ,  b u t  

t h e y  d i v e r g e  c o n s i d e r a b l y  f o r  1983 .  R e c o n c i l i a t i o n  o f  t h e  

d e f i c i t s  i n  1983  i s  shown i n  t h e  l o w e r  p a n e l .  The l a r g e s t  

d i f f e r e n c e  i s  a c c o u n t e d  f o r  b y  t h e  u n d e r l y i n g  economic  s i t u a 

t i o n - - h i g h e r  unemp loymen t  and  l o w e r  i n c o m e - - t h a t  i n f l u e n c e s  

b o t h  o u t l a y s  and  r e c e i p t s .  F o r  e x a m p l e ,  t h e  c o n c u r r e n t  r e s o l u 

t i o n  has  a p r o j e c t i o n  o f  n o m i n a l  GNP g r o w t h  d u r i n g  1 9 8 3  o f  
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1 1 4  p e r c e n t  compared t o  74 p e r c e n t  i n  t h e  s t a f f  f o r e c a s t .  

The o t h e r  ma jo r  d i f f e r e n c e  r e f l e c t s  o u r  a s s e s s m e n t  t h a t  i t  

i s  u n l i k e l y  t h a t  a l l  o f  t h e  t a x  a n d  e x p e n d i t u r e  changes  

e n v i s a g e d  i n  t h e  r e s o l u t i o n  w i l l  be  a c h i e v e d .  O n  b a l a n c e ,  we 

s t i l l  p e r c e i v e  t h e  f e d e r a l  b u d g e t  t o  be a s t i m u l a t i v e  f o r c e  

o v e r  t h e  f o r e c a s t  p e r i o d .  

In c o n t r a s t ,  we view monetary  p o l i c y  a s  a r e s t r a i n i n g  

f o r c e ,  a s  shown on t h e  nex t  c h a r t .  The i m p l i e d  M1 v e l o c i t y  

growth t h i s  y e a r  and nex t  does  n o t  a p p e a r  unusual from t h e  

p e r s p e c t i v e  o f  t h e  l a s t  few y e a r s .  B u t  f o l l o w i n g  t h e  d r o p  

of v e l o c i t y  i n  t h e  f i r s t  h a l f  of 1 9 8 2 ,  we have b u i l t  i n  a n  

assumed w i l l i n g n e s s  of t h e  p u b l i c  t o  use e x i s t i n g  b a l a n c e s  

more i n t e n s i v e l y  t o  f i n a n c e  a c t i v i t y  i n  t h e  second h a l f ,  a s  

d i s c u s s e d  i n  t h e  Bluebook.  D u r i n g  1983 ,  M1 g r o w t h  of 4f p e r c e n t  

e n t a i l s  some downward s h i f t  o f  money demand g iven  income and 

i n t e r e s t  r a t e s ,  a c c o r d i n g  t o  t h e  q u a r t e r l y  e c o n o m e t r i c  model .  

A s  shown i n  t h e  l o w e r  panel  t seems t o  us t h a t  t h e  monetary  

a s s u m p t i o n s  and economic env ronment imply c o n t i n u e d  h igh  

i n t e r e s t  r a t e s .  To be sure ,  t he re  i s  a g r e a t  dea l  of unce r 

t a i n t y  a t t a c h i n g  t o  t h e  i n t e r e s t  r a t e  o u t l o o k ,  b u t  h i s t o r y  

d o e s n ' t  seem t o  o f f e r  s u b s t a n t i a l  encouragement  f o r  s i z a b l e  

r a t e  d e c l i n e s  i n  t h i s  f o r e c a s t .  

Mr. Z e i s e l  w i l l  c o n t i n u e  t h e  p r e s e n t a t i o n  wi th  a 

d i s c u s s i o n  of d o m e s t i c  n o n f i n a n c i a l  deve lopmen t s .  

* * * * *  



Joseph S.  Zeisel 
June 3 0 ,  1982 

FOMC CHART SHOW 


There have been some persuasive indications recently 

that the contraction is drawing to a close, although few signs 

as yet of significant recovery. Consumer demand has been lend

ing the major support to final demands. As the upper left hand 

panel of the next chart indicates, total retail sales in real 

terms have been trending up since year-end,and in May were about 

4-1/2 percent above the January level. 

Auto demand, in particular, has strengthened, although 


the drop in sales in June following termination of most price 


incentives has caused some concern. Nevertheless, sales of 


domestic models have exceeded sharply reduced production levels 


for the past half year, laying the basis for a rise in auto 


production. 


The improvement in auto output has been the major factor 


in the upturn in consumer durable goods production, shown in the 


lower left hand panel, and--along with expanding defense produc


tion--has helped stabilize overall industrial output. In contrast, 


output of business equipment and basic metals have continued to 


weaken. 


As the lower right panel shows, both employment and the 

workweek have shown signs of leveling off, although the continued 

high flow of unemployment insurance claims suggests that employ

ment and production adjustments have not been completed. 
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The next chart presents our view of the outlook for real 


GNP growth through the balance of this year and in 1983. The 


expected resumption of growth in the second half reflects in part 


the end of stock liquidation. But the major support for sus


tained growth should be provided by increases in personal consump


tion outlays in response to the tax cuts in mid-1982 and again in 


1983. Nevertheless, the momentum of the recovery overall remains 


severely constrained as high interest rates inhibit business 


spending and housing activity, government continues to curb non-


defense outlays, and exports are damped by the strength of the 


dollar. On balance, real GNP is expected to increase at under a 


3 percent rate over the next 6 quarters, well short of a normal 


cyclical recovery. 


As the bottom panel shows, this rate of rise is only a 


little more than the growth of economic potential, leaving the 


economy with a considerable degree of underutilized resources 


throughout the next year and a half. 


The next chart portrays our view of the outlook for con


sumption. It is our judgment that consumers will respond in a 


traditional way to the increase in disposable income from the 


personal tax cut: we have assumed that they will spend some two-


thirds of the extra income within half a year. But as a compari


son of the two top panels indicates, absent sustained income gains 


generated in other sectors, growth of consumption will wane early 


next year and pick up again only after the next stage of the tax 
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reduction in mid-1983. The expected increase in real consumer 

outlays averages about 3-1/2 percent over the next 6 quarters; 

although substantially faster than the pace of the last 3 years, 

it is not a particularly strong performance by past cyclical 

standards. 

Recent tax reductions and incentives should result in 


some improvement in the volume of personal savings. But as the 


bottom panel indicates, these projections are consistent with a 


still moderately low saving rate, reflecting in part the less-


than-outstanding growth in income. 


The next chaJt addresses the outlook for residential 

construction. Housing starts have edged upward since their low 

in the fourth quarter, with a fairly substantial (although not 

necessarily sustainable) jump in multifamily starts in May. But 

as the right hand panel indicates, effective demand for new homes 

remains very weak, largely reflecting continued high mortgage 

interest rates. We anticipate that high interest rates will con

tinue to be the dominant factor deterring a strong upturn in 

residential construction activity, although increased use of 

creative financing and adjustable rate instruments should permit a 

slightly improved level of activity. As shown in the bottom panel, 

we are projecting only 1-1/4 million starts for 1983, following a 

one million total in 1982. 

The outlook for business fixed investment is presented in 


the next chart. Real new orders for nondefense capital goods have 
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dropped sharply in recent months, as shown, and along with recent 


surveys and other indicators of prospective capital outlays, point 


to continued weakness in the near term. 


We anticipate that capital spending will bottom out near 


year's end following a cyclical contraction about typical in size. 

As is evident in the upper right hand panel, new orders for 

defense capital goods, while erratic, have on average begun to 

grow in real terms and should be rising strongly as we move into 


1983. In addition, the effects of liberalized depreciation should 


support stronger spending by business, particularly as the economic 


environment improves. But as shown in the bottom panel, we anti


cipate a relatively sluggish rebound in 1983--only about a 2 percent 

rise over the year. This would be well below average for cyclical 


recovery periods, but consistent with the continued high cost of 


capital and lack of pressure on available capacity. 


The current inventory situation and outlook is portrayed 


in the next chart. Recent data suggest that a good deal of the 


inventory adjustment may well have been completed by now. As the 

top left panel shows, at auto dealers by the end of May inventories 


of domestic models were reduced to historically normal ranges as 


a result of drastic production cuts and some improvement in sales. 


In manufacturing, shown in the right hand panel, the 


inventory total in real terms has been brought back down to about 


the late 1980 level. However, sales have declined as well, and 


stock-sales ratios remain high, particularly in primary metals and 


machinery. Overall stock-sales ratios should ease off gradually 


later this year as demand picks up as we anticipate. 
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Although we are projecting the end of liquidation later 


this year, little real inventory investment is expected in 1983 


in light of the high cost of carrying stocks, relatively weak 


markets, and reduced inflation. As shown below, our projections 


involve a moderate further decline in the inventory-sales ratio. 


The next chart presents the government components of 


spending. While reduced real government purchases have been a 


drag on activity this year, this should be less true in 1983. The 


rise in real defense outlays in 1982 lags the pace of the previous 


two years, but such spending is expected to accelerate again in 


1983. Reflecting budget actions, nondefense purchases are pro


jected to decline in both 1982 and 1983, although because of the 


timing of CCC outlays, the drop is expected to be smaller next 


year. Real state and local purchases are expected to continue 


contracting in response to reduced federal support and weak reve


nues but the drop in '83 should also be smaller than over the 


previous two years. In combination with the federal sector, this 


results in a rise in overall government purchases of about 1-1/2 


percent in 1983, following a decline of about the same amount 


expected this year. 


As the next chart shows, in line with the sluggish gains 


in output, we expect relatively weak employment growth over the 


balance of the projection period. In part, a pickup in demand 


for labor will likely be met through an increased workweek. 
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The paucity of job openings should continue to depress 


labor force growth, as has been the case in other recent periods 


of weak demands, and no increase is projected for the participa


tion rate. Nevertheless, the rise in the working age population 


alone will support about a one percent growth in the labor force, 


close to the projected rise in employment; thus the unemployment 


rate is expected to edge off only slightly, remaining around 9 


percent at the end of 1983. 


As the next chart shows, the prolonged period of slack 

labor markets has paid handsome dividends in an easing of wage 

inflation. The moderation was first evident in the industrial 

sector where manufacturing wages dropped from an 11 percent rate 

of rise in late 1980 to about 8 percent in early 1982. A distinct 

slowing of the wage rise has been evident this year in the service 

sectors as well. We expect these trends to continue, given the 

general easing of price pressures, the environment of sustained 

high unemployment, and evidence of increased concessions on wages 

and fringe benefits. As shown in the bottom panel, we project the 

average hourly earnings index to be rising at about a 5-1/2 per-

cent rate by the end of 1983 as compared to over 8 percent in 1981. 

As the top panel of the next chart indicates, we also 


expect some help from productivity in reducing inflationary pres


sures. In light of the modest rise projected for production, we 


do not anticipate a strong cyclical productivity gain--about 


1-1/2 percent in 1983. Nevertheless, such an improvement, when 
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combined with the expected reduction in wage pressures, would 

result in a distinct deceleration of unit labor costs, which 

are expected to be rising at under a 4 percent rate in the latter 

half of 1983. 

The outlook for inflation is presented in the next chart. 


The moderation of overall price increases last year owed much to 


food and energy as is clearly evident in the first two panels. 


Some resurgence of prices is currently underway in both sectors 


which is likely to last into early 1983. But fundamentally, the 


improvement in inflation has reflected reduced pressure from labor 


costs as well as prolonged slack in product markets. These forces 


are expected to damp the rise in food and energy sectors and 


foster improvement in price performance generally. The recent 


strong position of the dollar in international markets should also 


help. Overall, we are now projecting that prices will slow to about 


a 4-1/2 percent rate by late next year. 


Mr. Truman will continue with a discussion of the 


international outlook. 


* * * *  * 



-- 

E.M. Truman 
June 30, 1982 

FOMC CHART SHOW P R E S E N T A T I O N  INTERNATIONAL 

The t o p  pane l  i n  t h e  f i r s t  i n t e r n a t i o n a l  c h a r t  shows 

t h e  new h i g h s  a c h i e v e d  by t h e  f o r e i g n  exchange v a l u e  o f  t h e  

U.S. d o l l a r  i n  r e c e n t  weeks. A l though  t h e  d o l l a r  has d e c l i n e d  

from t h e  P o i n t  P l o t t e d  f o r  Monday, i t  i s  w e l l  above t h e  peak 

reached l a s t  summer. Indeed, t h e  d o l l a r  has r e c e n t l y  t r a d e d  

a t  an average v a l u e  i t  l a s t  a t t a i n e d  p r i o r  t o  August  15,  1971. 

As i s  shown i n  t h e  l o w e r  pane l ,  t h e  d i f f e r e n t i a l  

between s h o r t - t e r m  d o l l a r  i n t e r e s t  r a t e s  and r a t e s  on a s s e t s  

denominated i n  f o r e i g n  c u r r e n c i e s  i s  somewhat n a r r o w e r  t h a n  i t  

was a y e a r  ago, b u t  t h e  spread has widened over t h e  p a s t  month. A 

f u r t h e r  i n c r e a s e  may be g e n e r a l l y  a n t i c i p a t e d  s i n c e  i n t e r e s t  r a t e s  

abroad a r e  expec ted  t o  c o n t i n u e  d e c l i n i n g  w h i l e  s h o r t - t e r m  

d o l l a r  r a t e s  rema in  h i g h .  The r e c e n t  s t r e n g t h e n i n g  o f  t h e  

d o l l a r  has been a i d e d  a l s o  by  t h e  r i s e  i n  i n t e r n a t i o n a l  

t e n s i o n s  and t h e  problems o f  p a r t i c u l a r  c u r r e n c i e s  such as t h e  

French f r a n c  and Canadian d o l l a r .  

W h i l e  such s p e c i a l  f a c t o r s  a r e  i m p o r t a n t ,  t h e  fundamen

t a l  e x p l a n a t i o n  of  t h e  d o l l a r ' s  c u r r e n t  h i g h  v a l u e  i s  p r o b a b l y  

t h e  success o f  t i g h t  U.S.  monetary  p o l i c y  i n  c o n t r o l l i n g  i n f l a t i o n  

and t h e  p romised  c o n t i n u a t i o n  o f  t h a t  p o l i c y  i n  t h e  f a c e  o f  l a r g e  

budget  d e f i c i t s ,  

The t o p  pane l  o f  t h e  n e x t  c h a r t  i l l u s t r a t e s  one measure 

o f  t h e  r e l a t i v e  success o f  U.S.  monetary  p o l i c y .  From mid-

1977  u n t i l  l a s t  summer, U . S .  consumer p r i c e s  r o s e  more r a p i d l y  
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than consumer p r i c e s  on average abroad. Since l a s t  f a l l ,  p r i c e s  

abroad, while slowing, h a v e  r i s e n  more r ap id ly  t h a n  U.S. p r i c e s .  

T h u s ,  o n  a p r i c e - a d j u s t e d  bas i s  s h o w n  by t he  red l i n e  i n  t h e  

lower panel t he  d o l l a r  r e c e n t l y  has j u s t  matched the  peak i t  

reached l a s t  summer, although o n  a nominal bas i s  i t  has surpassed 

t h a t  e a r l i e r  peak by 34 percent .  

A s  i s  shown i n  t h e  upper l e f t -hand  panel of t h e  next 

c h a r t ,  consumer p r i c e  i n f l a t i o n  been moderating on average 

i n  the  major fore ign  i n d u s t r i a l  c o u n t r i e s  s i n c e  t h e  middle of 

1980. This t rend  i s  expected t o  cont inue  d u r i n g  t he  f o r e c a s t  

pe r iod ,  a s  i s  shown i n  t he  lower l e f t -hand  pane l ,  b u t  w i l l  be 

l e s s  dramatic  t h a n  t he  pro jec ted  moderation i n  U.S. i n f l a t i o n .  

The upper r ght-hand panel shows i n d u s t r i a l  production on 

average i n  t he  m a j o r  fore ign  i n d u s t r i a l  c o u n t r i e s .  In mid-1980, 

production dipped be ow i t s  leve l  a y e a r  e a r l i e r .  T h i s  reces

s ion  in i n d u s t r i a l  production continued i n t o  l a t e  l a s t  y e a r ,  a n d  

production dipped again below depressed y e a r - e a r l i e r  r a t e s  i n  

t h e  f i r s t  fou r  m o n t h s  of t h i s  year .  Never the less ,  a s  i s  shown 

i n  t h e  lower r i g h t  pane l ,  we a r e  p r o j e c t i n g  a p i c k u p  i n  economic 

a c t i v i t y  abroad f o r  1982 a s  a whole t h a t  wi l l  cont inue i n t o  1983. 

B u t  the  recovery wi l l  be s luggish  a n d  unemployment i s  n o t  l i k e l y  

t o  d e c l i n e  from i t s  r ecen t  high r a t e s .  

Many fo re ign  c o u n t r i e s  a r e  c o u n t i n g  o n  t h e  United S t a t e s  

t o  help p u l l  them o u t  of r eces s ion .  To examine the  s t r e n g t h  of 

t hese  e f f e c t s  we r a n  a s i m u l a t i o n  w i t h  our  Multi-Country Model. 
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In  t h i s  s i m u l a t i o n ,  U . S .  investment was 	 l owered  s o  a s  t o  c u t  

h a l fU . S .  growth over t he  next 6 quar te rs  i n  - f rom an annual  r a t e  

o f  abou t  3 percen t  t o  14 percent .  The model r e s u l t s  sugges t  o n l y  

modera t e ly  lower  growth ab road  a b o u t  one  t h i r d  o f  one p e r c e n t ,  

on a v e r a g e .  We a l s o  examined t h e  e f f e c t s  o f  a d i f f e r e n t  mix  o f  

U . S .  p o l i c i e s  one p r o d u c i n g  t h e  same p a t h  o f  U.S. r e a l  G N P  w i t h  

h i g h e r  money growth  and lower budget  d e f i c i t s .  We found t h a t  

under  t h e  a s sumpt ion  o f  unchanged p o l i c i e s  a b r o a d ,  growth w o u l d  be 

weaker because  t h e  d e p r e c i a t i o n  o f  t h e  d o l l a r  t h a t  would be 

a s s o c i a t e d  w i t h  t h e  c t i f f e r e n t  m i x  of U . S .  p o l i c i e s  would r educe  

U . S .  impor t  demand. On  t he  o t h e r  hand ,  l o w e r  i n f l a t i o n  ab road  

u n d e r  such  a s c e n a r i o  c o u l d  l e a d  t o  l e s s  c o n t r a c t i o n a r y  p o l i c i e s .  

A s  m a t t e r s  now s t a n d ,  t h e  p r o j e c t e d  p i c k  u p  i n  g r o w t h  

ab road  i s  e x p e c t e d  t o  be i n s u f f i c i e n t  t o  ou twe igh  t h e  c o n t i n u i n g  

a d v e r s e  e f f e c t s  o f  t he  d o l l a r ' s  a p p r e c i a t i o n  on U . S .  n o n a g r i c u l 

t u r a l  e x p o r t s .  C o n s e q u e n t l y ,  a s  i s  shown i n  t h e  t o p  pane l  o f  

t h e  next c h a r t ,  such  exports a r e  e x p e c t e d  t o  c o n t i n u e  t o  dec l ine  

i n  volume t h r o u g h  t h e  m i d d l e  of next y e a r ,  f o r  a c u m u l a t i v e  

d e c l i n e  of more t h a n  2 5  percent  s i n c e  mid-1980. 

Meanwhile ,  a g r i c u l t u r a l  e x p o r t s  t h e  bot tom panel  

a r e  e x p e c t e d  t o  show some g r o w t h  i n  volume, b u t  l i t t l e  growth i n  v a l u e  

b e f o r e  t h e  e n d  of t h i s  y e a r ,  when p r i ces  may edge u p  a b i t  a f t e r  

t he  market h a s  d i g e s t e d  some o f  the  l a r g e  c a r r y o v e r  s t o c k s  from 

the  1980/81 c r o p  y e a r .  
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On t h e  i m p o r t  s i d e  t h e  n e x t  c h a r t  a d e c l i n e  i n  

t h e  v a l u e  and volume o f  n o n - o i l  i m p o r t s  appears  t o  have c o n t i n u e d  

i n t o  t h e  second q u a r t e r .  The n e g a t i v e  e f f e c t s  o f  t h e  r e c e s s  on 

p a r t  c u l a r l y  as m a n i f e s t e d  i n  s u b s t a n t i a l  i n v e n t o r y  l i q u i d a t  on 

have been s t r o n g e r  t h a n  t h e  p o s i t i v e  i n f l u e n c e  o f  t h e  d o l l a r  S 

a p p r e c i a t i o n ,  wh ich  s u s t a i n e d  t h e  volume g r o w t h  o f  n o n - o i l  

i m p o r t s  i n  1981. W i t h  t h e  r e s u m p t i o n  o f  U .S .  economic g rowth ,  

t h e s e  two f a c t o r s  s h o u l d  be p u l l i n g  f o r  a w h i l e  i n  t h e  same 

d i r e c t i o n ,  and n o n - o i l  i m p o r t s  a r e  p r o j e c t e d  t o  expand r a p i d l y .  

O i l  i m p o r t s ,  shown i n  t h e  l o w e r  p a n e l ,  p r e s e n t  a some-

what d i f f e r e n t  p i c t u r e .  The p r i c e  o f  i m p o r t e d  o i l  d e c l i n e d  t o  

l e s s  t h a n  $30 p e r  b a r r e l  i n  May more t h a n  $6 d o l l a r s  l e s s  t h a n  

a y e a r  e a r l i e r .  As  i s  shown i n  t h e  box,  we have assumed t h a t  

t h e  average p r i c e  o f  i m p o r t e d  o i l  w i l l  n o t  r e a c h  t h e  1981 l e v e l  

o ri n  1982 - 1983, a l t h o u g h  we e x p e c t  t h e  p r i c e  t o  f i r m  t oward  t h e  

o f f i c i a l  O P E C  l e v e l  o f  $34 p e r  b a r r e l .  Meanwhi le,  ?he volume o f  

U.S. o i l  i m p o r t s  s h o u l d  b e g i n  t o  r e c o v e r  w i t h  t h e  r i s e  i n  aggregate  

demand. However, t h e  v a l u e  o f  o i l  i m p o r t s  t h i s  y e a r  i s  expec ted  

t o  be more t h a n  $20 b i l l i o n  below l a s t  y e a r ,  and t h e  p r o j e c t e d  

i n c r e a s e  i n  1983 i s  l e s s  t h a n  $10 b i l l i o n .  

The l a s t  i n t e r n a t i o n a l  c h a r t  summarizes t h e  p r o j e c t i o n  

f o r o u r  i n t e r n a t i o n a l  accounts .  As i s  shown i n  t h e  t o p  pane l ,  

t h e  t r a d e  d e f i c i t  i n  1982 i s  p r o j e c t e d  t o  be somewhat s m a l l e r  

t h a n  t h e  d e f i c i t  l a s t  y e a r ,  b u t  i t  i s  expec ted  t o  widen t o  

around $60 b i l l i o n  ( a t  an annua l  r a t e )  i n  t h e  second h a l f  o f  1983. 
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Consequen t ly ,  t h e  c u r r e n t  accoun t  b a l a n c e ,  shown i n  

t h e  middle  p a n e l ,  s w i n g s  from a s u r p l u s  o f  more t h a n  $10 b i l l i o n  

a t  an annua l  r a t e  i n  t he  f i r s t  h a l f  o f  t h i s  y e a r  t o  a d e f i c i t  

o f  about  $30 b i l l i o n  i n  t h e  second h a l f  o f  n e x t  y e a r .  We e x p e c t  

t h a t  by 1983 the  growing U . S .  c u r r e n t  accoun t  d e f i c i t  s h o u l d  

e x e r t  a s u b s t a n t i a l  n e g a t i v e  i n f l u e n c e  on t h e  d o l l a r ' s  i n t e r n a 

t i o n a l  v a l u e ;  o u r  p r o j e c t i o n  a l s o  i s  based on t h e  e x p e c t a t i o n  

t h a t  t h e  d o l l a r  w i l l  d e c l i n e  somewhat i n  t h e  second h a l f  o f  t h i s  

y e a r  from i t s  r e c e n t  v e r y  h i g h  l e v e l s .  

In t e r m s  o f  t h e  G N P  a c c o u n t s  t h e  bot tom panel  

r e a l  e x p o r t s  of  goods and s e r v i c e s  wi l l  c o n t i n u e  t o  e x e r t  a 

n e g a t i v e  i n f l u e n c e  on economic a c t i v i t y  i n t o  e a r l y  1983 ,  w h i l e  

impor ts  shou ld  p i c k  U P  nex t  q u a r t e r .  

Mr. K i c h l i n e  wil l  now comple te  o u r  p r e s e n t a t i o n .  
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James L .  K i c h l i n e  
June  29, 1982 

C H A R T  SHOW CONCLUSION 

The f i r s t  c h a r t  i n  t h e  l a s t  s e c t i o n  of your  p a c k e t  

p resents  b road  summary measures  of t h e  c r e d i t  v a r i a b l e s  con

s i s t e n t  w i t h  t h e  s t a f f ' s  economic f o r e c a s t .  The t o p  l i n e  

of t h e  c h a r t  shows t h a t  t o t a l  f u n d s  r a i s e d  by domes t i c  non-

f i n a n c i a l  s e c t o r s  a s  a p e r c e n t  of G N P  f e l l  a p p r e c i a b l y  from 

t h e  r e c e n t  peak in  1978 through l a s t  y e a r ,  a usua l  o c c u r r e n c e  

i n  p e r i o d s  of f i n a n c i a l  r e s t r a i n t .  F o r  t h i s  y e a r  and nex t  

we a r e  e x p e c t i n g  p r e s s u r e s  o n  markets t o  keep t h e  t o t a l  n e a r  

t h e  l e v e l  r eached  i n  1981,  which implies smal l  expans ion  i n  

t h e  a b s o l u t e  d o l l a r  volume of f u n d s  r a i s e d - - a s  shown i n  t h e  

box a t  t h e  r i g h t .  B u t  t he re  a r e  marked changes  p r o j e c t e d  

i n  the compos i t ion  of bo r rowing ,  w i t h  the  T r e a s u r y  commanding 

n e a r l y  o n e - h a l f  of t h e  t o t a l  i n  1983. Even a s  a p e r c e n t  of 

G N P ,  t h e  lower  l i n e  i n  t h e  c h a r t ,  T r e a s u r y  bor rowing  a t  over 

6 p e r c e n t  n e x t  y e a r  would be a t  a n  unprecedented  peace t ime  

1 eve1 . 
The squeeze  on marke t s  from the T r e a s u r y  we e x p e c t  

w i l l  be one of t h e  i m p o r t a n t  f o r c e s  a c t i n g  t o  damp t h e  volume 

of f u n d s  r a i s e d  by p r i v a t e  s e c t o r s .  The business s e c t o r ,  

shown on t h e  n e x t  c h a r t ,  h a s  c u t  back s u b s t a n t i a l l y  on i t s  

investment e x p e n d i t u r e s  in  t h e  f i r s t  h a l f  of t h i s  y e a r  a n d  

t h e  r e c o v e r y  i n  o u t l a y s  p r o j e c t e d  nex t  y e a r  s t i l l  l e a v e s  t h e  

l e v e l  below t h a t  i n  1981.  P r o f i t s ,  t h e  t o p  r i g h t  p a n e l ,  h a v e  

been depres sed  by t h e  r e c e s s i o n ,  e s p e c i a l l y  b e f o r e  t a x e s ,  
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a l t h o u g h  we a n t i c i p a t e  e x p a n s i o n  of p r o f i t s  l a t e r  t h i s  y e a r  

a n d  n e x t  a s  s a l e s  p i c k  u p  and b u s i n e s s e s  m a i n t a i n  t i g h t  c o n t r o l  

o v e r  c o s t s .  

The lower  l e f t  panel d i s p l a y s  t h e  f i n a n c i n g  gap 

which plunged i n  t h e  f i r s t  h a l f  of t h i s  y e a r  a s  e x p e n d i t u r e s  

dropped more t h a n  cash  f l o w s ;  t h e  f o r e c a s t  suggests  l i t t l e  

change i n  t he  gap th rough  1983. So  f a r  t h i s  y e a r ,  however,  

c o r p o r a t e  bor rowing  h a s  been e x c e p t i o n a l l y  s t r o n g  r e l a t i v e  

t o  t h i s  measure of n e e d s ,  and t h e  s e c t o r  i n  t o t a l  a p p a r e n t l y  

h a s  p i l e d  u p  l i q u i d  a s s e t s .  These developments  a r e  somewhat 

p u z z l i n g  and may r e f l e c t ,  i n  p a r t ,  a severe d i s p a r i t y  of f i n a n c i n g  

needs among i n d i v i d u a l  c o r p o r a t i o n s  and p e r h a p s  weaker  p r o f i t s  

and  cash  f l o w s  t h a n  t h e  a v a i l a b l e  i n f o r m a t i o n  sugges t s .  In 

any e v e n t ,  we e x p e c t  a modera t ion  of bor rowing  and a h a l t  

i n  t h e  r i s e  o f  the  r a t i o  of s h o r t - t e r m  t o  t o t a l  d e b t  o u t s t a n d 

i n g - - t h e  r i g h t  p a n e l .  B u t  w i t h  i n t e r e s t  r a t e s  s t i l l  h i g h ,  

and f i r m s  unab le  o r  u n w i l l i n g  t o  t a p  l o n g  m a r k e t s  i n  volume, 

we e x p e c t  a deg ree  o f  s t r a i n  on b a l a n c e  sheets  t o  p e r s i s t .  

In the  household  s e c t o r ,  t h e  n e x t  c h a r t ,  r e a l  d i s 

p o s a b l e  income h a s  h e l d  u p  r a t h e r  wel l  d u r i n g  t h e  r e c e s s i o n ,  

he lped  by t h e  p e r s o n a l  t a x  c u t s  l a s t  y e a r .  Household d e b t  

burdens,  t h e  r i g h t  p a n e l ,  ea sed  o v e r  t h e  p a s t  few y e a r s  a s  

consumers  reduced t h e i r  i n s t a l l m e n t  and m o r t g a g e  bo r rowing .  

Over t h e  nex t  y e a r  a n d  a h a l f  we e x p e c t  d e b t  bu rdens  i n  t h e  

a g g r e g a t e  w i l l  remain q u i t e  manageable ,  g i v e n  modera t e  b o r 

rowing expec ted  i n  l i n e  w i t h  o n l y  l i m i t e d  improvement i n  t h e  

a u t o  and hous ing  m a r k e t s .  
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A n  improved f i n a n c i a l  p o s i t i o n  of househo lds  i s  

s u p p o r t e d  by t h e  r e l a t i v e l y  low r a t e  of short-term l o a n  d e l i n 

q u e n c i e s ,  a s  indexed by a u t o  l o a n s  i n  t h e  lower  l e f t  p a n e l .  

T i g h t e n e d  l e n d i n g  s t a n d a r d s  and t h e  h i g h  tu rnover  o f  i n s t a l l 

ment l e n d  n g  h a s  l e d  g e n e r a l l y  t o  a c o n s i d e r a b l e  improvement 

i n  s h o r t - erm l o a n  p o r t f o l i o s  s i n c e  1980 d e s p i t e  t h e  r e c e s s i o n .  

B u t  t h e  same i s  n o t  t r u e  i n  t h e  mor tgage  a r e a ,  s h o w n  i n  t h e  

r i g h t  p a n e l .  There i s  reason f o r  conce rn  here ,  e s p e c i a l l y  

i n  view o f  t h e  growth of v a r i o u s  c r e a t i v e  f i n a n c i n g  a r r a n g e m e n t s .  

I t  seems l i k e l y  t h a t  d i s a p p o i n t m e n t  w i l l  s e t  i n  f o r  t h o s e  

who under took  commitments w i t h  a view t h a t  i n  t h e  n e a r  term 

t h e y  would be b a i l e d  o u t  by l a r g e  c a p i t a l  g a i n s  a n d  s h a r p l y  

reduced  mortgage i n t e r e s t  r a t e s .  

In g e n e r a l ,  t he re  a r e  ma jo r  downside r i sks  t o  t h e  

economy stemming f rom t h e  f i n a n c i a l  s i d e  o f  t h e  o u t l o o k .  

A d j u s t i n g  t o  a s i t u a t i o n  of d e c l i n i n g  i n f l a t i o n  and h i g h  

i n t e r e s t  r a t e s  w i l l  c o n t i n u e  t o  p l a c e  s t r a i n s  on some house-

h o l d s ,  bus inesses ,  and f i n a n c i a l  i n s t i t u t i o n s .  

T h e  l a s t  c h a r t  i n  the  package d i s p l a y s  t h e  f o r e c a s t s  

of FOMC members f o r  1982 and 1983 a l o n g  w i t h  t h e  s t a f f  f o r e c a s t .  

T h e  f i g u r e s  g e n e r a l l y  a r e  r a t h e r  c l o s e ,  a l t h o u g h  f o r  1983 

t h e  s t a f f ' s  f o r e c a s t  of t h e  d e f l a t o r  t e n d s  t o  be t h e  most 

o p t i m i s t i c .  A t  t h i s  t ime  we o n l y  have t e n t a t i v e  f i g u r e s  f o r  

the a d m i n i s t r a t i o n ' s  f o r e c a s t  which i s  scheduled  t o  be r e p o r t e d  

t o  t h e  Congres s  i n  m i d - J u l y .  T h e i r  f o r e c a s t  i s  w i t h i n  t he  

r a n g e  of FOMC members f o r  1 9 8 2 ,  b u t  n o t  f o r  1983 .  They now 
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h a v e  nominal G N P  p r o j e c t e d  a t  101  p e r c e n t  n e x t  y e a r ,  w i t h  

r e a l  growth o f  41  p e r c e n t  and a d e f l a t o r  o f  5 - 3 / 4  p e r c e n t ;  

t h e  unemployment r a t e  a t  t h e  end o f  1983 i s  p r o j e c t e d  t o  be 

8 t  p e r c e n t .  

* * * * *  





